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REVIEW OF THE SECOND QUARTER OF THE YEAR 



CHARLES J. BULLOCK 



THE second quarter of the year saw the beginning 
of the process of liquidation which was forecasted 
last December by our index of business conditions. 
When the federal reserve banks increased interest rates 
in November, there were many who doubted the effi- 
cacy of such action for the purpose in view, which was 
nothing less than to curb the forces which had been 
causing inflation since the spring of 1 919 and thus bring 
about an orderly liquidation sufficient to restore busi- 
ness to a more normal level. The event has proved that 
the action of the banks has been effective in inaugurat- 
ing a period of liquidation within about the normal 
time. Prior to the war, when persistent money strain 
developed, security markets were affected almost imme- 
diately and liquidation in commodity markets followed 
within a period of from six months to a year. In Janu- 
ary, therefore, we pointed out that the "expected check 
and recession in commodity prices will materialize in 
from six months to a year from last November " which 
was the month when money rates began to rise and our 
forecaster declined. In the month of April occurred the 
first material recession in commodity prices and busi- 
ness activity, and the further declines which occurred 
in May and June gave definite evidence that liquidation 
had set in. Meanwhile, money rates had continued to 
advance and had clearly become a dominating factor in 
the business situation. All this accords with pre-war 
experience, and justifies the conclusion that the busi- 
ness cycle inaugurated by the bull movement in stocks 
in the spring of 191 9 has now reached the phase of 
liquidation which was to be expected as the natural 
result of the money stringency which invariably follows 
a continued upward swing of security and commodity 
prices. 

Not only has liquidation begun within the usual time, 
but it has followed a perfectly normal course. Higher 
rates for money meant careful scrutiny of loans, which 
has been strongly reinforced by counsel and admonition 
from the federal reserve banks. The results were not 
immediately manifest, but this was to be expected. 
Disastrous results would have followed too rapid and 
drastic restriction of credit; and there has been no in- 
dication that the federal reserve authorities are disposed 
to carry things to extremes. Only recently has it ap- 
peared that bank expansion has been checked; but, at 
the time of writing, the indications point to this result, 
and justify the hope that, unless some new disturbing 
factor develops, conditions will gradually improve and 
the fall demand for money will be met without too seri- 
ous difficulty. This presupposes, however, the continu- 
ance of the conservative policy which the federal reserve 
banks have consistently followed since November last. 



The work of checking credit expansion and preparing 
for the fall demand has been made extremely difficult 
by the partial breakdown of transportation facilities. 
Shortage of equipment, labor troubles, and conditions 
necessarily connected with the return of the roads to 
private management have made the movement of 
freight extremely slow and uncertain. The result has 
been that business has required more working capital 
than would have been needed if materials and supplies 
could have been promptly obtained and the delivery of 
products could have proceeded with ordinary expedi- 
tion. This has made it necessary to extend loans that 
would otherwise have been repaid and to grant addi- 
tional accommodations in many cases. It has also 
helped to restrict production in certain lines, and so to 
produce or maintain high prices. This tendency, how- 
ever, has been offset to a considerable extent by the fact 
that transportation difficulties have enhanced the pre- 
vailing uncertainty about the business outlook, and 
have, therefore, been a contributing factor to the nu- 
merous cancellations of contract and orders, which have 
led to price recessions in various lines of trade. At the 
present time it appears that transportation conditions 
are gradually improving, but the outlook is still unsatis- 
factory. Unless great improvement is made, it will be 
very difficult to move the crops; and if further strikes 
occur, we shall face a very bad situation which may com- 
pletely undo all that has been accomplished toward im- 
proving financial conditions. If we could be assured at 
this moment that the crops would be moved with rea- 
sonable expedition next fall, we should be justified in 
believing that money strain had passed its peak, and 
that next winter or spring credit conditions would be 
restored to normal. Such assurance, however, is lack- 
ing; and, therefore, railroad conditions must be re- 
garded as the principal disturbing factor in the present 
uncertain business situation. 

The movement of prices since liquidation set in has 
been about what was to be expected. Sharp declines 
occurred in a few industries, such as silk, leather, and 
wool, in which large surplus stocks had accumulated; 
but elsewhere recessions were moderate. In a few cases, 
such as iron and steel, where transportation or other 
difficulties had kept production considerably below the 
demand, material advances occurred. That the general 
trend is downward, all our price indices now demon- 
strate. Uncertainty about the future movement of 
prices and the probable consumers' demand had existed 
for some time before prices reached their peak and be- 
gan to decline. It naturally increased as prices receded, 
and cancellations of orders and reduction of output fol- 
lowed in various lines of trade. All this would have 
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occurred sooner or later in any event, as the result of 
underlying conditions, but it was probably hastened by 
the failure of our transportation system to function 
normally. 

How much longer the recession of prices and of busi- 
ness activity will continue, and how far it will go, are 
questions which do not, as yet, admit of decisive an- 
swer. Much will depend upon transportation conditions 
during the rtext six months, and concerning this im- 
portant factor it is possible to say only that, if no fur- 
ther strikes occur, it is reasonable to expect gradual 
improvement. If this expectation is realized, the future 
movement of prices and business will depend upon the 
factors which we have repeatedly emphasized during 
the past year. Stocks of goods in most lines of trade 
are not excessive, and in some cases they are deficient. 
In the few lines where surpluses existed, conditions have 
been relieved by pretty thorogoing liquidation. A large 
amount of construction work has been deferred; rail- 
roads need to make large additions to their equipment; 
and we may fairly count upon the existence of a large 
potential demand which will become increasingly effec- 
tive if prices continue to recede. The foreign demand 
for our products still continues large, and is not likely to 
be curtailed abruptly. Moreover, there is evidence that 
manufacturers in many lines are disinclined to produce 
goods in excess of current demands, so that it is un- 
likely that surplus stocks are being accumulated. Upon 
the whole, we see no reason for changing the opinion 
which we expressed last December, that, "the recession 
of prices and of business activity, which is indicated by 
our November forecaster, will not go to great Jengths." 

The question may be approached from a somewhat 
different angle with a substantially similar result. Prices 
may have reached their peak, and since April or May 
their general trend has certainly been downward; but 
this movement has not disclosed the existence of surplus 
stocks, except in a few lines, and consumers' demand has 
remained fairly active. Unless untoward developments 
in railroad transportation, or elsewhere, introduce fur- 
ther complications, the course of prices in the immediate 
future will depend upon the conditions of current de- 
mand and supply, since there are, in general, no large 
surplus stocks to be got rid of. So far as demand is con- 
cerned, it appears that consumers are buying pretty 
freely, but with more discrimination and less inclination 
to purchase commodities without regard to cost. They 
believe that prices have passed their peak, and are look- 
ing forward to a reduction in the cost of living. They 
will therefore resent and vigorously react against an- 
other upward swing of prices. We are not likely to have 
a sellers' market, such as has prevailed for some years 
past; but good crops, fairly steady employment of 
labor, and large foreign demand will naturally lead to 
active trade, and prevent price recessions from going to 
great lengths. Concerning conditions that will govern 
supply, it is tolerably clear that producers are proceed- 
ing with caution and are disinclined to produce goods 



in excess of immediate needs. Moreover, speculation in 
commodities is held in check by high money rates, and 
will probably be kept within reasonable bounds. Such 
conditions favor a fairly close adjustment of prices to 
the cost of production, which remains high. Wages still 
show a tendency to increase, and the efficiency of labor 
is still relatively low although here and there some im- 
provement has been noted. The cost of fuel is higher 
than ever; freight rates are certain to be increased; 
except in a few lines, prices of basic materials are still 
upon a high level. It is difficult, therefore, to see how 
prices can decline very far, unless some new disturbing 
factor enters into the situation and forces a violent re- 
adjustment. At the time of writing, the transportation 
difficulty is the only factor of this sort which looms 
above the horizon. 

Certain unfavorable conditions which caused appre- 
hension last spring seem to have been wholly elimi- 
nated. The outflow of gold, which last February 
threatened to deplete seriously our gold reserves at a 
most inconvenient time, was definitely checked in 
March; and since that month, there has been a small 
net importation with a prospect of still more to come. 
That this would happen was tolerably certain, in view 
of our strong position on international account, as was 
pointed out in the March number of the Review. Some- 
time in the future there will doubtless be a redistribu- 
tion of the gold supply of the world, and the United 
States may expect to export more of the yellow metal 
which was sent here during the war; but this process 
can certainly be kept under control as long as our in- 
ternational position remains as strong as it is today. 
The immediate prospect, at any rate, is that during the 
next few months our gold reserves will be increased by 
continued imports. 

The crop outlook has also improved very greatly 
since last spring, and it now seems certain that the 
general results for 1920 will be satisfactory. Transpor- 
tation difficulties may make the movement of the crops 
very slow, and prolong the period of money strain; but 
continued prosperity for agricultural industry seems to 
be assured. 

The anticipated readjustment of our balance of for- 
eign trade appears to be under way. For the twelve 
months ending June 30, 1920, the excess of commodity 
exports over imports was $2,870,000,000 compared with 
an excess of $4,130,000,000 for the previous fiscal year. 
This change has been brought about wholly by an in- 
crease of imports, which have risen from $3,095,000,000 
in the fiscal year ending June 30, 191 9, to $5,239,000,000 
in the current year. Exports for the fiscal year 1920 
exceed those for the previous year, standing at $8,111,- 
000,000 compared with $7,232,000,000 for the fiscal 
year 1919. The decline in exchange rates in the leading 
belligerent countries is clearly reflected in the increase 
of our imports from Europe, which have grown from 
$319,566,000 for the eleven months ending May 30, 
1919, to $1,060,899,000 during the same period of the 
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current year, the greater part of the increase having normally follow the inflation which occurred in iqiq. 
occurred in imports from France, Italy, and Great This inflationary movement, which began a few months 
Britain. Rectification of the unbalanced exchange after the armistice, continued in full swing until last 
situation has definitely begun, 1 and, barring new dis- winter when rising money rates called a halt. Before it 
turbing factors, will continue until debtor countries are was checked, however, bank reserves were drawn down 
in a position to pay as they go. How long this will take to a lower point than they had reached at any time 
and just what readjustments it will occasion in the during the war, and a condition of acute money strain 
United States can not now be determined, but it is had developed, which it will take many months to re- 
obvious that continued increase of imports will tend to lieve. It appears probable that the federal reserve 
prevent, in the lines which it affects, the return of a banks applied the brakes in time to avert disaster, and 
sellers' market such as we have had most of the time that we are now going through a process of orderly 
since 191 5. liquidation which will place us on a somewhat lower and 
Although the general economic situation is pro- more natural price level, upon which business can pro- 
foundly affected and greatly complicated by various ceed with less hazard and the work of producing the 
factors that do not admit of exact measurement or de- goods the world sorely needs can proceed more normally 
termination, some of them being of a new and unprec- and satisfactorily. No one knows exactly what is 
edented character, it seems probable that the country ahead, but the most reasonable forecast is that the pres- 
is passing through such a period of liquidation as would e nt recession of prices and business activity will not go 

to dangerous lengths. There are doubtful elements in 

1 Since January i, 1919, every half-year period has brought a decline of , . , , , , . . . . . 
the balance of merchandise exports. The figures are: ' the Situation, but when books are closed On the thirty- 
Period Balance of exports first of December they will probably show that, in most 

Jan. 1 to June 30, 19x9 $2,439,000,000 Unes f trad hag been & reasona bly prosperous 

July 1 to Dec. 31, 1919 $1,570,000,000 ' 7 J L L 

Jan. 1 to June 30, 1920 $1,300,000,000 year. 



